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amount to be used in fktm regulatory proceedings should be determined by the actual amomt 

of the “fees and services received by Qwest h m  the new directory publisher” it is by no means 

obvious what imputation adjustment, if any, QC would propose (or accept as reasonable). 

Conceivably, QC would contend that no separately identifiable ‘“fees and services” have been 

or will be “received by west from the new directory publishei’ and thus it might argue that no 

imputation adjustment is calculable or appropriate (or that the value of the appropriate 

adjustment is zero). 

Conclusions and Recommendations 

concerns? 

A. My biggest concern is that the proposed sale won’t solve QCI’s underlying problems, yet it will 

tend tb weaken QC’S k c i a i  position over the long term, leading to upward pressure on rates. 

Unquestionably, QCI is in serious financial trouble. By selling its directory publishmg 

operations, and requiring its local exchange subsidiary to provide Services to the Bqer  for 50 

years, QCI will quickly raise a substantial amount of cash. However, this transaction doesn’t 

solve the underlying problems that QCI is co&nting. ’ 

In an effort to alleviate the current liquidity crisis, the Company is rehquishxng a 

substantial and stable flow of cash, revenues, and profits. The long term effect will be to place 

46 
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Introduction 

Q. 
A. 

Q- 
A. 

Q- 

A. 

Would you please state your name and address? 

Ben Johnson, 2252 Killearn Center Boulevard, Tallahassee, Florida 32309. 

What is your present occupation? 

I am a consulting economist and president of Ben Johnson Associates, Inc., an konomic 

research firm spec* in public utility regulatioIL 

Have you prepared an appendix that describes your qualifications in regulatory and 

utility economics? 

Yes. Appendix A, attached to my testimony, will serve this purpose. 

1 
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Q. Can you briefly explain the corporate names and acronyms that you will be using in 

your testimony? 

A. Throughout my testimony, I will use the acronym ‘QCI” when speafically r e f h g  to Qwest 

Communications International, Inc. QCI is a publicly traded holding company that owns 100% 

of the stock of @est Corporation. I will use the acronym “QC” when referring specScally to 

west Corporation, which is the entity that prbvides local exchange Service m Arizona. I will 
.. . 

use the acronym “QSC“ if I am r e f d g  specifically to Qwest Services Corporation, another 

subsidiary. I will use the term “Da” when d h i u g  to Qwest Dex, Inc., which is another 

subsidiary of QCI-one whose Primary hction is the publication of telephone directores in 

QC’s local exchange mas. When referring more genwly or collectively to QCI andor QC 

and its af?iliates, I’Gll’ use the term “Qwesf‘ or “the Cornpiky.’’ 

Q. What is your purpose in making your appearance at this hearing? 

A Our fbm has been retained by the Residential Utility C o m e r  Office (“RUCO”) to assist with 

RUCO’s participation in this proceeding. We have been asked to analyze the proposed sale of 

Dex to Dex Holdings UC, along with various long term contracts which are part of this 

proposed sale. I will refer to the proposed sale of Dex and the associated contracts as the 

“proposed transaction.” 

Q. Would you please explahi how your testimony is organized, and briefly summarize its 

major elements? 

Yes. Following this introduction, my tkthony has five sections. The first section contains a A. 

, . . . .  . 

2 
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brief discussion of the background of this proceeding. In the second section I describe the 

proposed sale and Summarize Qwest’s claims regarding the merits of the proposed transaction. 

The thid section examines the linkage between directory publishing and local exchange service. 

Historically, telephone directories that are published by, or otherwise closely associated with, 

an incumbent local exchange carrier generate revenues far in excess of the direct costs of 

publishing those directories. In this section, I explain some of the reasons why the Dex 

directories generate high revenues and income, all of which directly relate to QC’s local 

exchange operations. I the fourth section I discuss the concept of imputation of directory 

income for regulatory purposes and the potential impact on imputation of the proposed 

transaction. In addition, I analyze the proposed transaction I fiom a public mterest perspective. 

In the .fifth and finai section, I present my conclusions and recommena tnat the &OM 

Corporation Commission (the “Commission‘) approve the proposed transaction with certain 

conditions. 

Q. Would you please briefly summarize your testimony? 

A. Yes. The Company argues the proposed sale will enable it to avoid bankruptcy, but this 

temporary infusion of cash would do little more than postpone QCI’s liquidity problems. 

Moreover, the directory publishing operations are the source of a very substantial and growhg 

flow of cash, revenues, and profits-all of which will be lost Once the sale is completed. Hence, 

the proposed transaction will have a substantial adverse impact on all of the major long term 

indicators of financial health, including earnings per share, gross profit mar&, and interest 

coverage. 

3 
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In Arizona, as in mostjuriSdictioas, directoy publishjng has long been viewed as a 

profitable byproduct of Iocal telephone senice, semirig to offset the cost of providing local 

telephone service. The Company has not provided adequate assurance that rates will not 

increase as a result of the proposed transaction. Once the directory publishing operations are 

no longer be located within the Qwest corporate fhmily it will be more difliicut to maintain an 

appropriate policy with respect to hputation of directory income. Furthermore, because of the 

unique structure of the proposed transaction, the relevant "value of fees and services" will be 

mob difficult to detemine. 

For these and othm reasons, I conclude that in the absence of adequate safeguards and 

assurances, the proposed transaction is not in the public interest I recommend that the 

Cornmission reject the proposed transaction unless additional assurances and safeguards are 

provided. Furthermore, to ensure that ail parties are treated M y ,  it would be preferable for the 

C o d i o n  to establish an appropriate imputation amount (or fornula) that will appiy in future 

regulatory proceedings, notwithstanding any changes in circumstan ces that will result fiom 

completion of the proposed sale. 

One way of accomphhing this is would be to establish an appropriate knpkdon 

amount (or fmula) using the !&I3 d o n  imputation figure referenced in the 1988 Settlement 

Agreement as a starting point. When this amount was initially established m Mountain Bell's 

1984 rate case, it was equiwdent to $2.59 per line per month. Applying this figure to the current 

number of switched access lines in the Company's Arizona service terrbry, without taking 

inflation into accouut, this is equivalent to ~ x i m a t e i y  $90 d o n  per year. A 4 h g  for 

inflation (based upon changes m the GDP Deflator b r n  1984 to 2001) this is equivalent to 

4 

* . . .  
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approximately $138 million as in 2001 dollars. 

Without adequate safeguards and assurances, the proposed transaction is not in the 

public interest. Hence, if the Company is unwilling to voluntarily provide the type of assurances 

and safeguards I have recommended, or if it wants to reserve the right to appeal the 

Commission’s imposition of such safeguards, the Commission should r e k  to approve the 

proposed transaction. 

Background 

Q. Let’s turn to the first section of your testimony. Would you please start by outlining 

the hiory of this proceediig? 

Yes. On August 30,2002, QCI, QSC, and QC filed a Notice of Sale, Request for Waiver or 

Application for Approval Pursuant to R14-2-803 wherein it sought to sell its “directory 

publishing assets m Arizona owned by Dex to Dex Holdmgs LLC (the ‘Thyd’), which is an 

_ .  , . 

A. 

entity not afliliated with Qwest. [Notice, p- 1 and p. 1 1 .I Dex Holdings LLC is an unregulated, 

unaffiliated, third-patry Buyer. It is owned by The Carlyle Group and Welsh, Carson, 

A n d m  & Stowe-bth private equity investment companies. EKennard, P. 31 

“Established in 1987, The Carlyle Group is a private global investmmt 
fum that originates, structures and acts as lead &ty investor in 
management-led buyouts, strategic minority equity investments, equity 
private placements, consolidations and buildups, and growth capital 
hancings. Since its incqtion, the finn has invested more than $7.2 
billion of equity in 263 corporate and real estate transactions with an 

5 
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aggregate acquisition value of over $19 billion. As of September 30, 
2002, the fhm had more than $13.9 billion of committed capital under 
management.” ~tfD://wvw.the~ vlevrouD.codmofi le.htmJ 

‘ W e  other large private equity firms, our mvestment activities 
are exclusively focused m tlpee mdustries: information services, 
communications and healthcare. Moreover, we can supply 
subordinated debt as well as equity to complete transactions. WCAS 
specializes in acquiring and building established businesses in our three 
targeted industries. The W s  prjncipals have signiscant operating 
experience as well as investment expaience in our industries.” 
[fittp://www.welshcarson.com/site/baclSg 

William Kennard, testrfymg on behalfof the Buyer, states that the two h n s  have 

expexience in ‘‘owning and managing communications-related businesses” bough board 

members who us@ i . ..I_ to work in the telecommmicatio& industry and through c o ~ ~ & m  . 

and publishing investments. Fennard, p. 51 

In its Notice of Sale, Qwest argued that the Commission should not block the 

proposed tmnsaction for any of three reasons: (1) QCI need not comply with Commission rule 

R14-2-803 due to a waiver it received in Commission Decision No. 58087 and reaffkmed in 

Decision No. 64654, (2) the Co&ssion vacated jurisdiction over directory asset sal9 in a 

“1988 Mountain Bell Settlement Agreement,” and (3) the sale is m the public interest Pd., p. 

. I T .  - 9 : -  

151 

To understand these contentions it is helpfkl to briefly retrace the history of these assets. 

In October 1987, the Commission voided a 1984 transfer of directory assets by Mountain Bell ’ 

to one of its subsidiaries and fined Mountain Bell for completing the transfer without pnor 

Commission approval. pecision No. 55755, p. 81 The parties subsequently reached a 

6 
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settlement resolving the issues that were in dispute. The parties a p e d  that Mountain Bell's 

transfikr of directoiy assets would be allowed and that "the Commission will take no Wer 

action to challenge that transfer.." (1988 Settlement Agreement, pp. 1-21 

The 1988 Settlement Agreement was the subject of subsequent disputes, particdarly 

with regard to directory imputation. In setting Mountain Bell's rates after div&tu~, the 

Commission took into account ''imputed" directory publishing income of approximately %3 

million In the 1988 Settlement Agreement the patties agreed 

that subsequent rate cases downward adjustments fiom the $43 
million m h  receivedby MountainBell hmUSWD [v S West 
Direct-the Mountah Bell subsidiary to whom the directory assets were 
ultimately t~ansfd]  and included m Mount& Bell's 1984 rate . * . .  case 
will &q&e more than ;&owing by Mountain Bell &at h negotiated a 

* 

lesser amount with USWD. Dd., p. 21 

In a subsequent rate proceeding US West argued that 

any imputation in excess of $43 million was in conflict with the spirit and 
terms of the 1988 Settlement Agreement as approv~d hi Decision 
56020. According to the Coqany, the clear language of the 
Settlement Agreement only refmd to a possible decrease in the $43 
million imputation and made no refmnce to any possible increase. 
wecision 58927, p. 121 

The 1988 Settlement A&eer&nt indicated that the $43 million fie- was the amount reflected 

in rates since the 1984 rate case, based upon the fees paid by US West Direct (USWD) to 

Mountain Bell. However, larger hputation amounts weren't necessarily precluded, as 

7 
.. 
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suggested by this Imguage: 

in future rate cases filed by Mountain Bell, the Commission, in arriVing 
at the test year operating income of Mountain Bell, will consider the 
fees and the value of services received by Mountain Bell h m  USWD 
d e r  publishing agreements with USWD; that Mountain Bell and the 
Commission Staffmay present evidence m suppoa of or in 
contradiction to those fees and the of those services. [1988 
settlement Agrement$ p. 21 

‘The Commission subsequently rejected US West’s argument that larger imputation amounts 

were precluded: 

We agree with RUCO and Staff that the Settkment Agreement does 
not p-ti cap’ of b4j mifion on the amount of impuration. it does 
indicate that the Commksion m future cases ‘kill consider the fees and 
the value of services received by Mountah Bell &om USWD under 
publlshmg agreements with USWD. . . .” Subsequent to the Settlement 
Agreemens Direct no longer pays any publishing fees to the Company 
(fmerly Mountain Bell). Hence, the Commission must determine 
what would be reasonable fees and value of services under the 
ci.rcumstances. pecision 58927, p. 131 

Q. 

A. 

Can you briefly elaborate on the concept of ”imputation”? 

Yes. Imputation is a technique used by regulators to restate a utility’s income for mtemaking 

purposes at a level equivalent to that which would be earned if the utility did not enter into 

transactions that serve to benefit an aljiliated company. Without the option of using this 

ratemaking technique, regolators would be faced with a Hobson’s choice: either attempting to 

block affiliated transactions that‘may not be lily beneficial to ratepayers, or allowing such 

. ,..! 

8 
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transactions to adversely impact ratepayers. 

Imputation adjustments have been widely used with respect to directory publishing, 

where local exchge  companies have entered into agreements with &ted publishing entities 

that do not provide the local exchange operations with as much income as they could earn by 

publishing their own directories, and/or what they could e m  if they entered into an arms length 

contract with a completely mdepencknt publishing company. The higher level of income which 

could potentially be achieved by the local exchange Operations is ‘‘impad” for ratemaking 

pu@oses, thereby ensuing that ratepayers are not harmed when an affiliated company is 

allowed to publish the directories. 

In a concurring opinion, Utah Supreme Court - Justice Stewart explained that directory 

imputation prevent ’a: carrier ‘%in cheiry picking the most profimbie a isw  and-dvalinlg the . 

profits thereftom to its shareholders.” Also, “the cessation of imputation of revenues would 

unf’akly transfkr the benefit of present and fbture profits h m  the ratepayers to the 

shareholders.” He explained that Utah is not unique in this regark 

9 

... directory imputation has also been upheld when other 
telecommunications utilities have transfd directory publishing 
operations to unregulated affiliates. See, e.g., Rochester Tel. COT. v. 
Public Sew. Comm’n, 660 N.E.2d 11 12, 11 16-18 (N.Y. 1995); State 
ex rei. Util. Comm’n v. Southern Bell Tel. & Tel. Co., 299 S.E.2d 763, 
765-67 (N.C. 1983); Turpen v. Oklahoma Corp. Comm’n, 769 P.2d 
1309, 1327-28 (Okla. 1988).” [VS West v. Public Service 
Commission of Utah, No. 980082, January 7,20001 
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Q. What was the next major initiative pursued by Qwest following the 1988 Settlement 

Agreement? 

A. In November 1992, U S West Communications, Inc., the parent company of Mountain Bell, 

filed an application for a waiver of Commission rules R14-2-803 and R14-2-805 (two of the 

Affiliated Interest Rules). [Decision No, 58087, p. 13 A waiver of R14-2-803 would allow US 

West to be exempt h m  filing "noti~e[s] of intent to organize or reorganize a pubtic utility 

holding company" with the Commission under certain circumstan ces. pd., p. 5j While it did not 

ulthately grant a waiver of rule R14-2-805, the Commission ruled that it would waive US 

West's reporting requirements undcr R14-2-803 so long as the "organizations or 

reoqDOanizations" did not - 
.... ... .... ...__...,. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  - .  . I-  . . . . . . . . . . .  ._' . Z. ........ :.- . . .  

1) result in increased capital costs to USWCI [US West]; 2) result in 
d d i t i 0 ~ 1  costs allocated to the Arizona jurisdiction; or 3) result in a 
reduction of USWCI's net operating income. Pd.1 

Then, in a 1995 rate proceeding, controversy arose concerning the appropriate 

bnpuiation of directory income. [Decision No. 58927, p. 11 In developing its revenpe 

requirement and proposed rates, US West proposed a directory imputation adjustment of 

$42,657,000, consistent With the 1998 Settlement Agreement. Dd.1 The CommiSsion Staff 

disagreed with this calculation, and recommended a directory imputation amount of 

$60,684,000. Dd.] In resolving this dspute, the Commission ruled that "the Settlement 

Agreement does not place a cap of $43 million on the amount of imputation." The Conxnission 

approved the Staff recommendation. pd.] 

10 
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US West appealed this decision to the Arizona Court of Appeals. The Company 

charged that 

the Commission unreasonably and unlawfully (1) imputed to US West 
an excessive amount of operating income for directory revenues that a 
related company eamed, (2) disallowed a portion of US West's lease 
expenses, and (3) disallow* a transition cost adjustment to cover US 
West's change from cash to accrual accounthg for non-pension - 

retirement benefits. (US West Communication, Inc. v. ACC, 185 Ariz. 
277,279 (App. 1996)] 

' 

The Court agreed with US West regarding the first complaint but not the second or third. [Id.] 

The Court ruled that the Settlement Agreement did not preclude an upward adjustment to the 

b p u t d m  amom$ bct the adjament must be based oc the vdw of,fes d smrices. fvC 
- 

I. . . I - I 

West Communication, Inc. v. ACC, 185 Ariz. 277,281 (App. 1996)] It ruied that the 

CoxWnssion's decision in that case was invalid, because it was not based on the value of fees 

and services: 

Accordingly, because the Cormnission relied on a methodology that its 
1988 agreement renders invalid, and because the staff introduced no 
evidence that would support a greater imputation under the proper 
methodology, we set aside the Commission's greater imputation and 
direct it on remand to impute onty $43 million of directory revenue. IJS 
West Communication, hc. v. ACC, 185 Ariz. 277,281-282 

- 

(APP. 199611 

In June 2000, the Commission authorized the merger of US West and QCI. As one 

result of the merger, QCI sought a m,f&mation of "the limited waiver of the Commission's 

11 
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AfEliated Interest Rules previously granted [to US West] in Decision No. 58087 (November 

23, 1992)." [Decision No. 64654, p. 13 The Commission granted this application, in 

recognition of StafPs findings that, among other things, organizations and ~o@tiom within 

QCI could be a common occurrence and that the limited waiver previously granted to US West 

had served as a safety net through which the Commission could focus its attention on only those 

changes that were of greatest cor&quence. [Id.;p. 41 

The Company characterizes the Dex sale as a reorganhation that does not meet any of 

the'three conditions in the Decision No, 58087 that would necessitate the filing of a "notice of 

mtent" to reMganize with the Commission. It argues that the terms of both the 1992 and 2002 

waivers should be applied to the Dex sale. potice of Sale, p. 121 However, were the 

Coinmission to rule that the iM saie cioes not fad unci& tBe scope of the 1992 and 2W2 

waivers, west feels that it "should be granted a waiver as to this specific transaction." lid.] 

. .. 

?'he Company seeks a waiver of the following C o d o n  Rule: 

Any utility or affiliate &ending to e a public utility holding 
conrrpany or reorganize an existing pbEc utilrty holding company will 
notify the Commission's Utilities Division in writing at least 120 days 
prior thereto. . . p14-2-8031 

In its Notice of Sale, @est argues that the proposed Dex sale is in the public interest 

because it "will not change the provision of telecommunications service to Arizona customers." 

(Notice of Sale, p. 141 Qwest makains that it will compty with all Commission rules governing 

the sale of utility assets where such a sale will "have a signljicant effect upon, or relationship to, 

either QC or Arizona." motice'of Sale, p. 121 However, the Company contends it should be 

12 
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exempt h m  having to  no^ the Commission in writing ofthe oqp2ational c lmge~ d t i n g  

from the sale, as it otherwise would be required to do under R14-2-803. 

QCI has sigruScant first and second-tier subsidiaries, some of which 
have other affhted interests. The creation, deletion and modification 
of the structure and interest in those af?3iates is a common occwence, 
which often has no eff‘ect on Arizona-regulated telecommUncations 
operations. nd.] 

* In response to Qwest’s Notice of Sale, Staff filed a Request For a Procedural Order 

which was granted by the Commission on December 20,2002. (Procedural Order, pp. 1 ,3 ]  

The procedural schedule set by the Commission was meant to strike a balance between the 

.‘aggressive’’ metable proposed by west and the -bexten&d” one proposed by SmE. in 

accordance with this schedule, four witnesses submitted &ct testimony on behalf of QC: Brian 

Johnson, George Bumett, Maureen Amold, and Peter Cummings. The Buyer submitted direct 

.... 1 . .  V I  . ..._.- 

testimony of one witness (William Kennard). 

Summary of the Proposed Transaction 

Q. 

A. 

Would you please describe the major components of the Dex sale? 

Yes. This $7.05 billion transaction will be executed in two parts, ref& to as the “Dexter” 

stage and the “Rodney” stage. potice of Sale, pp. 2-31 

The first stage includes all Dt?x operations in Colorado, Iowa, 

13 
.. 



1 
2 
3 
4 
5 

6 

7 

8 

9 

10 
11 
12 
13 
14 

15 

16 

17 

18 

19 

20 

21 

22 
23 
24 
25 
26 
27 
28 

Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of  the Residential Utility Consumer Oftice. Docket No. P-0105 lB-02-0666 

Minnesota, Nebraska, New Mexico and El Paso, Texas, North 
Dakota and South Dakota (the “Dextei’). The second stase includes 
the Dex operations in Arizona, Idaho, Montana, Oregon, Utah, 
Washqton and Wyoming (the ‘Rochey”). Pd] 

The Buyer has agreed to pay $2.75 billion for the Dexter portion of the transaction. It will pay 

$4.3 billion for the Rodney portion. [Qwest Fom 8-K, August 8,2002 J The Dexter stage 

closed on November 8,2002. Kennard, p. 31 

Just prior to that closing, Qwest Dex, Inc. transferred its assets and 
liabilities in each of those states to its newly created subsidiary, SGN 
LLC. At the closing, the ownershq of SGN U C  trans- fiom 
Qwest Dex to Dex Media East. pd.] 

.....,.. . . - .-I.. --- -. . - . .  I -  

Dex Media East is a subsidiary of Dex Media, Inc. which is in turn an indirect subsidiary of the 

Buyer. [Id.] 

Immediately prior to the closing of the Rodney stage, Dex will transfer its directory 

publishing assets in the Rodney states in a manner similar to its transfer in the Dexter states. 

The Rodney transfer differs from the Dexter k f &  in that SGN-LLC ikplaced by GPP 

LLC and Dex Media East is replaced by Dex Media West. Pd.1 

Consummation of each staged closing is conditioned, among other 
things, on (a) the recept of debt financing on the t e rn  set forth in 
Buyer’s commitment letters, (b) the separation of the Dexter and 
Rodney businesses, and (c) the termination or expiration of the 
applicable waiting period under the Hart-Scott-Rodko Act. In 
addition, the Rodney closing may not occur in the event that state 
commission, individually or c6leectively, order gain sharing, rate 

14 
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reduction, additional capital investments or other forms of economic 
loss to QCI andor its subsidiaries (including QC) in excess of a 
specified level. [Notice of Sale, p. 31 

5 Q. Will the organizational structure of the directory publishing operations remain the 

6 

7 A. 

same following the closing of the sale? 

Yes and no. Mr. Kennard states little change will be seen h m  a labor stazldpoint. The 

8 

9 

management team and rank and file workas at Dex will see little to no turnover in the course of 

the sale. Fennard, p. s] The corporate structure will, however, change: 

10 

1 1  
12 
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The former Dex operations will be divided into two regions, based on 
the Dexter and Rodney stages of the traosactiijn: Dex Media East will 
iiciuck: operatiors specific to the Dexter states, and Ilex Media West 
will include opexatiom specific to the Rodney states. Many fimctions 
common to directory publishing operations in both regions will remain 
consolidated and will operate from within Dex Media, Inc. Even 
though there will be two separate companies after Rodney closes, the 
Buyer plans to operate as an integrated entity ... [Burnett, p. 101 

- -  Mr. Rumen also rlescn'bes three additional agreements reached by the parties to the transaction-'. - A 

meant to overcome the difficulties associated with the organizational changes. These 

agreements are a Professional Services Agreement reached by SGN LLC and Dex, a Joint 

Management Agreement reached by SGN LLC and the Buyer, and a Transition Services 

Agreement reached by SGN LLC and QCI. IJd, pp. 11-13] 

For an interim period leading up to the Rodney close, this [professional 
Services Agreement] requires Dex Media, Jnc. to provide Dex with 

15 
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intellectual property Licenses as well as certain professional services. 
[Id., pp. 11-12] 

A Joint Management Agreement provides that Dex, as well as Dex 
Media, Inc. and its subsidiaries, will each employ the six key 
management team executives, including myself, during the &tion 
period. nd., p. 121 

wnder the Transition Services Agreement,] QCI will make available to 
Buyer real estate, finance a d  accounbi procurement, treasury and 
cash management, human resources, marketing and public relations, 
legal, copratelexecutive, IT, billing and other services. [Id., pp. 12- 

* 13) 

Q. Are these long term agreements? 

A. No. The three agreements described above are only applicable during the transition period 

wherein w e s t  and the Buyer wait for approval of the Dex sale m select Rodney states. Going 
. .- . - -  

foward, the parties entered into a d S m t  series of agreements that will help maintain or 

enhance the income generated by the transfmed directones and related publishing activities: 

-. QC, the Buyer, Dex Media East and DeA & k 3 a  West entered mta a 
long term Publishing Agreement designating Dex Media East and Dex 
Media West as QC’s official publisher in its 14-state local senrice 
region. ... Dex Media East and Dex Media West will use QC’s 
designated branding scheme and follow QC’s trademark instr-uctions. 
IF., p. 153 

- 

Under a Directory License Agreement, 

QC will grant to +e Buyer for ihe tenn of the Publishing Agreement a 

I6 
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restricted License to use the directory publisher lists and directory 
delivery lists for the sole purpose of publishing and delivering the 
directories to QC’s l4state region. motice of Sale, pp. 4-51 

Under a Non-Directory License Agreement, 

QC will grant to the Buyer a restrictEd liccnse to use the s u b m i  list 
infarmation in its direct marketing activities for a term of five years. nd, + 

P. 51 

And under a Public Pay Stations Agreemen$ 

The Buyer wiu place directories in all of QC’s>ublic pay Stations in the _ .  
w o n  available for directory placemmt (with certain limited 
exceptions) for the term of the Publishmg Agreement. ud.] 

Under these long term agreements, the Buyer will publish directories on behalf of QCI in the 

14-state region for as much as 50 years. QCI, in tum, has agreed to not attempt to develop its 
- 

own,directory p&lishing operations and will not compete with the Buyer in the directory - ..-. .*- 

market for as much as 40 years. [Qwest Form 8-K, August 8,20021 

Q. Why has QCX initiated the Dex sale and entered into these agreements with the 

Buyer? 

The Company’s witnesses provide one primary reason for the initiation of the sale-the need to A. 

improve QCI’s financial condition. The Company’s substantial cash flow generated by the 

proposed transactions ($7.05 billion) will allow it to pay down debt-particularly QCI’s $3.4 
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billion Amended Credit Facility that is coming due in May 2003 and $1.155 billion in debt that 

will have matured by June 2003. [Johnson, pp. 9-101 Without this infusion of cash, the 

Company is concerned that it may be forced to default on various credit arrangements, loans, 

and maturing debt. ud., p. 111 

The Dex sale was split mto two stages to facilitate this rapid infusion of cash. The 

Company felt that it could gain rel&vely expkdrtous approval of the sale m the Dexter states, 

allowing it to receive the proceeds from these assets quite quickly. This provided an immediate 

&on of fimcki and allowed QCI to negotiate credit arrangements that, in the Company’s 

view, allowed it to avoid filing for bankruptcy. [Id, pp. 8-91 QCI has received the Dexter 

portion of the proceeds and used these h d s  to reduce the balance due on the Amended 

Credit Facility h m  $3.4 billion to $2.0 bikon. pd] Approval fi-om the Rodney states was 

anticipated to be more time consuming because these states were expected to conduct a more 

extensive review of the sale. Ud, p. lo] 
Mr. Johnson also argues that the funds which will be provided upon closing the Rodney 

stage remain crucial to QcT’s financial viability. Wit&ou$&is 0-pital, he fmls that Q C T  fkilLbe 

in great jeopardy of not being able to pay off its maturing debt.’’ [rd., p. 101 The Company 

would also “likely have kzsufficient cash fiom in& operations to meet upcoming ARCA 

[Second Amended and Restated Credit Agreement] payments and long-term debt maturities.” 

[Id., P. 111 

QCI and its subsidiaries still must make the debt maturity payments of 
over $6.5 billion over the next three years and over $8.5 billion over 
the next five ye&. The Rodney proceeds are still vitally needed for 

18 



1 
2 
3 

4 

5 

6 

7 

8 

9 

10 

11 

i2’ 

13 

14 

15 
16 
17 
18 
19 
20 
21 

22 

23 

24 
25 
26 

Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of the Residential Utility Consumer Oftice. Docket No. T-0105 18-02-0666 

QCI and its subsidiaries to avoid defiidting under their obligations. [Id., 
P* 121 

Q. In the previous section, you reference the Company’s claim that the Dex sale is in the 

public interest. How does it reach this conclusion? 

A. The prbnary argument behind the Company’s public mterest analysis is similar to an argument 

made famous (or infkunous4epenchg upon your perspective) by Charles Wifson,.secretary of 

defense under President Eisenhower ’‘What’s good for General Motors is good for the 

country.” In their testimony, QC witnesses are basically saying, “what’s good for QCI is good 

for Arizona.” In other words, by saving QC’s parent company fhm financial ruin, the 

Commission would be helping all of those Arizona citizens that rely on QC for their phone or 
. .., _.. ~ * .  -...,* - 2  L.“ I -. .- 2- . .  

. data skrvices, or’who might be adversely affected by any disruption h Qwest’s existing 

corporate structure. Ms. h o l d  clearly makes this point. 

It has always been recognized that the financial health and viability of a 
public utility is a primary c o n s i M o u  in the public interest. ... The 
Cs-mission also recognized the imprtance of QC’s continuing 
financial viability by imposing several conditions on approval of the 
merger between QCI and &JS West] designed to maintain QC’s 
financial integrity. [Amold, p. 141 

Mr. Johnson emphasizes the point. 

[A banlauptcy] filing could be dtrruptive for all the companies in the 
West family of companies, for the employees of all those Companies, 
for the people who rely on those companies, and, potentially, for the 

, rr.*r..a 
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service provided by some or all of those companies. [Johmon, p. 13 J 

QC also argues that the transaction is in the public interest in that it maintains the status 

cpo where ditectory quality is concerned Ms. Amold contends that the Publishing Agreement 

outlined above will ensure that the Buyer meets all of the legal obligations that QCcumntly is 

requved to meet regarding directov quality. [Amold, p. 181 These oblijptions include 

providing a list of QC subscrih to competitive directory publishers and m c W g  in its own 

dkFories the listings for customers of competitive providers. pd, p. 163 Further, in Arizona, 

“customers who purchase certain classes of senrice are entitled to a directory listing as part of ‘ 

the service.” Pd.1 Close CoTlSultation between the parties to resolve changes to the directory is 

one such proposed method of ensuring all obligatime ere m? pd., p. 131 
- 

Mr. Kennard also notes that it is in the Buyer’s best interest to maintain directory 

quality: 

More importantlyy Dex’s reputation and substantial goodwill are based 
on the public’s perception that its directories are accurate ,ad amplete 
and on advertisen’ confidence that the directories are widely 
distributed. This is an asset that the Buyer will protect above all by 
taking great pains to ensure Uand compiete listings and fhll and 
widespread distribution of the directories themselves, including 
placement at payphone stations. Eemard, p. 71 

Needless to say, this line of reasoning does more to rebut a potential claim that the sale could 

be contrary to the public interest mause quality might deteriorate) than it does to afErmatively 

demonstrate that the sale is in the publi~ interest. To the extent it is ‘‘in the public interest‘ to 
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maintain the existing ammgements with other carriers and the status quo level of quality, this 

could also be accomplished by maintaining all of the existing anangements by rejecting the 

proposed sale. The Buyer does not claim it will be making any specific additions or 

improvements to the directoria-it just provides assuzaflces that qualiw will not diminish. Hence, 

the public interest argument largely boils down to a contention that Arizonazls may d e r  if QCI 

is forced into bankruptcy, and they kill h e f i t  if QCI‘s financial health ii enhanced or restored. 

Econornics’of Directory Publishing 

Q. Please turn to section three of your testimony. Can you begin by discussing the origins 
. .  

I -. ! 
of the RBOCs’ directory publishing operations? 

A. Incumbent local exchange carriers have published directones throughout this century. Although 

initially conceived as a method of helping customen use the telephone, directories had become 

an important source of revenues and profits for all local exchange cders .  

- * L  :- .. - . 

Prior to div&thre, both the ‘Yellow Pages” and “White Pages” 
directories were prepared and distributed by the local phone company. 
The directoxy publishing assets were included in the rate base of the 
local phone company &om which signiscant profits were used to reduce 
local telephone rates. peckion 58927, p.101 

... 

In the 1984 antitrust consent decree, the parties initially agreed, among other things, that the 

Regional Bell Operating Companies (RBOCs) would not pursue any “non monopoly” business, 

including the provision of directory advehising. This arrangement seemed logical, since 
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customer premhe equipment, long distance, and other relatively competitive services were 

Q. 
A. 

. . . . . .  r .  
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transferred to, or remained with, AT&T and the most monopolistic Services were transferred 

to, or remained with, the RBOCs. However, state regulatory agencies and consumer advocates 

objected to the idea of transfiering this enormous stream of revenues and profits to AT&T. 

Was the consent decree accepted by the court? 

Not as initially pmposed Judge Greene made several important changes in response to 

criticisms and comments submitted by ate regulators and others. Most importantlr in the 

context of this proceeding, he decided that the RBOCs should be allowed to retain the 

extremely profitable directory publishing business. Several fhctos contriiuted to this decision. 

For one k g ,  Judge Greene was not convinced that it was necessary to transfer the publishing 

business to AT&T in order to prevent the RBOCs hrn Using their monopoly power in an 

anticompetitive manner. He noted that various aspects of the consent decree designed to 

.., - .. ... . . .  - . .  ..-. . . . . . . . . .  ..-.. ...................... . .  ...... 

restrict the RBOCs participation in non-monopolistic businesses “are based upon the 

assumption that the Operating Companies, were they allowed to enter the fprbidden markets, 

would use their monopoly p e r  in an anticompetitive manner.” [Opinion, United States 

District Court for the District of Columbia, Civil ActionNo. 74-1698, Civil Action No. 

82-0192, Misc. No. 82-0025 (PI), August 11,1982, p. 202.1 However, Judge Greene said it 

was not clear that publishing dhctories allowed the Operatkg Companies much opportunity to 

exercise anticompetitive behavior 

This restridon la& an appropriate basis and is not in the public 

22 
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interest Neither of the reasons underlymg the other restrictions on the 
Operating Companies-the need to prevent cross-subsidization and the 
importance of preventing competitor discrhnation-has any relevance 
to the printed directory market. 

All parties concede that the Yellow Pages currently eam 
supra-competitive profits.... There is no w m t  therefore for 
proceeding on the premise that the advertising prices charged by the 
Operating Companies are eficiaily low as the result of a subsidy from 
local exchange service." [Id., pp. 1 13- 1 14. J 

Further, he noted, other public policy issues must be considered: 

In addition to these factors directly reIated to competition, there are 
other reasons why the prohibition on publication of the Yellow Pages 
Sy the Opmting CGIE~I~S is nst k the p&Ec iritercss M those who 
have commented on or studied the issue agree that the Yellow Pages 
provide a significant subsidy to local telephone rates. This subsidy 
would most Likely continue if the Operating Companies were permitted 
to continue to publish the Yellow Pages. [Id., pp. 1 14- 1 1 5 .] 

JudgeGeene noted that various intervenors had addressed the potential public policy 

effects of excluding Yellow Pages revenues from the Operating Companies' r e o 4 t d  

operations. 

The loss of this large subsidy would have important consequences for 
the rates for local telephone service. For example, the State of 
California claims that a two dollar increase in the rates for monthly 
telephone service would be necessary to offset the loss of revenues 
fi-om directory advertising. Evidence submitted during the AT&T trial 
indicates that large rate increases of this type will reduce the number of 
households with telephones arfd increase the disparity, in terms of the 
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availability of telephone service, between low income and well-off 
citizens. This result is clearly contrary to the goal of providing affordable 
telephone service for all Americans. [Id., p. 1 15.) 

5 Therefore, Judge Greene concluded, the Operating Companies should be permitted to 

6 continue in the directory publishing business, thereby continuing to advance the policy goal of 

7 

8 

universal Service through the maiatenance of relatively low local exchange rates: 

9 . "For these various interrelated reasons, the Court accordingly 
10 
11 
12 
13 1 

14 

concludes that the prohiition, express or implied, on publication by the 
Operating Companies of the Yellow Pages directories is not in the 
public interest." [Id., pp. 1 15-1 16.1 

In essence, Judge 'Greene concluded that whateve pro-competitive advantages rmght 

15 

16 

be gained by separating directory publishing &om the local exchange busmess, these advantages 

were outweighed by the benefits of allowing the extraordinarily high revenues and profits 

17 generated by directory publishing to continue to o&et local exchange costs, thereby keeping 

18 local rates more affordable. As a result of this decision, Mountain Bell and other Bell Openiting 

19 

20 

Companies were allowed to continue participating in the-directory publishing busineis. 

These historic circumstan ces are well worth remembering, since the Dex assets that 

21 

22 

QCI wants to sell would not belong to QCI were it not for the intervention of state regulators, 

consumer advocates, and others who wanted to continue the longstanding anangements that 

23 have linked the directory publishing and local exchange businesses, ensuring that income &om 

24 

25 sexvice god 

directory publishing helps keep local exchange prices low, thereby advanchg the universal 
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Q. Judge Greene noted that local exchange carriers earn "supra-competitive" profits 

from the directory publishing business. Can you explain why these high profits exist, 

and why competitive pressures don't reduce them to a more normal level? 

Yes. Telephone directories belong to a peculiar class of products that are inherently not well 

suited to effective competition. Other examples of successful products with similar 

characteristics include the VHS videotap fonnat and the Windows computer operating 

system. In each of these examples, consumers find it preferable to staahdm ' on the products 

or tkhnology of one particular hn, to the exciusion of any dtematives. AS a result, n o d  

competitive conditions do not pvail. 

A 

In these situations, one choice emerges as the - clear wiuner. Once this occurs, the 

winning firm gains a degree of monopoly power and protection flom competitive pressures, 

because consumers are unlikely to subsequently switch their allegiance to M m t  product or 

technology even if the price is significantly lower. Moreover, once it becomes clear which 

product or technology is the "wiund (preferred by or used by most consumers), other 

businesses tend to conform to Ihis standard. In turn, the response of these other firms tends to 

allow the dominant fjrm to become stronger and more firmly entrenched. 

To understand how this process works, consider the battle between VHS and Beta. 

Once a majority of consumers began to prefer the VHS fonnac dealers stopped carrying Beta 

tapes (it was cheaper to minth an inventory of only one type of prerecorded tapes), causing 

even more consum= to switch to the VHS format. Eventually, it became difficult-if not 

impossibleto buy or rent Beta tapes in many locations, and VHS recorders became essentially 

the only option for most tmtsumers. EhntuaUy, Sony-the inventor of the Beta format and one 
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of the most powerful consumer electronics firms in the worid-was forced to abandon the fight. 

Sony now pays license fees to its competitors in order to sell VHS cassettes and tape 

recorders. 

The Ernportant thing to recognize about this peculiar class of products is that individual 

consumers do not simply compare prices and features and select whichever combination is 

most to their liking. Rather, they t&d to prefer whichever prod~ct is dominant, wen if the price 

is higher and the features are less attractive. In effect, co~lsumers treat the “whhg’’ product as 

S&g within a class of its own. Furthermore, there is also a tendency for other businesses to 

focus on whichever product is the “winner.” These tendencies for both busmesses and 

consumers to prefer the dominant product tend to be-df-reinforcbg, creating a “cascade” 

effixt. Once a clear 

to displace the winner. This creates a barrier to entry which allows the dominant firm to enjoy a 

high degree of monopoly power-allowing it to charge higher prices and to earn supra- 

competitive profits. 

emeqp and, it is very difficult, if not impossible, for new entrants - 

Upon cursory inspection, the market for these types of products may appear to be 

subject to normal competitive farces. There may be a variety of different substitutes* (actual and 

potential) that could senre the same functions, and thus the dominant fnm may seem to be 

subject to effective competition. However, upon closer inspection it becomes clear that 

substantial barriers to effective competition exist. Would-be competitors face the dambg task 

of convinchg millions of consumers and hundreds or thousands of businesses to abandon the 

existing standard, and to start using their product instead. It can be exceedingly difficult, or 

impossible, to simultaneously convjnie enough consumers and businesses to accept the new 

26 

I .  . 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of the Residential Utility Consumer Office, Docket No. T-01051B-02-0666 

product. In order to be truly successfid, the competitor must achieve a huge Critical mass, which 

involves capturing the loyalty or acceptance of a very high percentage of both consumers and 

businesses. 

'This unusual barrier to effective competition arises in part because successful entry 

involves the nexus of two distinct processes of decision-making, in part because each of these 

groups of decision makers prefkr to settle upon a siugle product rather than switching back and 

forth amongst multiple products, and m part because each decision maker finds it preferable to 

selkt whichever product has been selected by everyone else. When a successfil and well 

established product e& in such a market, would-be competitors find it extremely difficult to 

gam the necessary level of joint acceptability on a widespread basis, in order to effectively 

compete. 
. . .. . . .  . __. . . . . .  . .  . , 

Most people want only one type of videocassette recorder (for playing all their 

videotapes), and they will prefm the 

compatibility with their fiknds' equipment, and since it guarantees compatiiility with the tapes 

which are available at rental shops. Analogous@, most people want to use only one type of 

computer operating system (for running all their programs), since it Simplises &gs i d  

minimizes learning time, and they will prefa the type which is selected by everyone else, since it 

minimizes problems with training new employees, easures Compatibility with popular software, 

and so forth. This tendency towards standardization is often reinforced by the actions of 

computer rnanufktums (who seU computers with Windows pre-Wed), software 

manufactums, (who sell programs that only work with Windows), and the manufacturers of 

which is selected by everyone else, since it guarantees 

printers, monitors and other peripherai devices (who seU equipment that only works with 
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Windows). 

This self-rehfoRing phenomena largely explains the popularity of Windows (and its 

predecessor, MS-DOS), along with the enonnous profits this “whne?’ is genedng, and the 

near-impossibiliity of displacing it fiom the market place. Sellers of Unix and Lmm, the most 

popular alternative operating systems, have had difficulty gaming more than a tiny share of the 

personal computer market, despite slashing their prices to near-zero levels. Just as “economies 

of scale” can mte Mers to entzy and “natural monopoly” conditions, this self-ahforcing 

big in favor of the “standard” product can allow a dominant fum to eam enormous profits. The 

texm “economies of standadzation” can be used to desgibe this phenomena, which partially 

explains why Microsoft has been able to sustain and - expand its monopoly position. As a result, 

Microsott tias be& able td increase the pnce of Windows to rkord-hgh levels during an era 
’ 

when the prices of most computers and computer-related products have been declining to 

record-low levels. 

e.. . 

Telephone directories are also subject to “economies of standardization” Most people 

only want to keep one phone directory at their bedside or on thek d&k, since this minimizes _ _  .- 

clutter and simplifies theirlife. Moreover, most people prefer Using the ‘‘Standard” directory, 

particularly if this one seems to have the best, most comprehensive Listings and advertisements. 

The distinctive characteristics described earlier with reference to video tapes and 

computer operating systems clearly apply to telephone directories. Most consumers prefer 

using the “standard” directory. When a competing directory is delivered to their home or 

business, they will often throw it away, or place it in a less frequented location in their home or 

office, where it receives relatively Littlk use. It is diffidt-perhaps impossible-for new entrants 
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to disiodge the dominant directory, because the habits and preferences of hundreds of 

thousands of co~lsumers and thousands of businesses must simultaneously be changed. Most 

businesses don't want to buy ads in multiple directories, just as most fkns don't want to market 

video tapes or software applications using multiple foxmats. Most businesses don't bother 

advertising m a secondary directory, just as most fims don't bother selling a version of their 

software that works with unix or Lmu. 

The "official" yellow pages sponsored by the dominant local exchange carrier offers an 

archetypical example of a product which is subject to severe economieS of standardization. The 

interests of the user and the advertiser uniquely converge on whichewx directory happens to be 

the "standard" directory (typically the one that seems to offer the most accurate and 

comprehensive iistings and acGi&emmts). 
- .  .. . . - I  . ,  I- .. - _ "  

Even if a competing firm enters the market, most advertisers won't be inclined to 

abandon the "official" or "standard" directory, because they know it is popular, and that most 

readers only need and use one directory. Even if the price of advertising is much lower (as it 

typicaUy is), most businesses won't spend much on advdsmg that k seen by relatively few 

people. 

Q. You have indicated that Mountain Bell was allowed to stay in the directory publishing 

business partly because it"generates high profits that have helped keep local exchange 

rates low. Are these profits related to QC's local exchange business? 

Yes. In the case of video tapes or computer operating systems, there was hitially great 

uncertainty concerning which fjrm w h d  emerge with the succe~~fd standard. However, in the 

A. 
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case of telephone directories, the victor was largely pre-ordained. Since the telephone 

company historically created and controlled all of the telephone numbers, it was h a Unique 

position to determine which directory would be accepted as the bboffiCial" or standard set of 

llsbngs. 

Expenme mund the  count^^ demonstrates that the decisions of the local phone 

company, not the competitive procbs, determines which company publishes the most Widely 

accepted (and most profitable) directory in each local exchange ma. Business prowess, 

crehtive genius, and other factors may explain why Mcrosoft came to dominate the market for 

desktop computer operating systems. And, these types of factors may explain the difference 

between modest success and complek hilure for firms - that attempt to publish a "second" 

- "  telephone directow.' However, the latter firms have tittle hope of ever acbevmg the cxitical mass 

that would be necessary to displace the "standard" directory, which is almost always endorsed 

by, or affiliated with, the mcumbent local exchange carrier. 

Once the telephone company decides whether to publish a directory itself (directly or 

b u g h  an afliliate), or it designates another finn to publish the "official" yellow pages (in 

conjunction with the white page directory), that h mwitably publishes the most udivasally 

accepted and profitable directory. Even if publishing company X has enjoyed this favorable 

position for more than a decade (pursuant to contract), the moment the local exchange 

company contracts With company Y as its ''official" publisher, company X will be ignominiously 

shut out of its longstanding position, and company Y will immediately dominate the market. The 

shift m f m e s  will be so massive that in some case company X will simply pick up stakes and 

abandon the market entirely. Even if i€ remains in the market, company X will generally be 
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relegated to "also ran" status, charging lower rates and generating far lower profits, because it's 

directory is no longer officially endorsed by (or distributed by) the local exchange company. 

You have indicated that the supra-competitive profits generated by telephone 

directories are closely linked to the local exchange business. Are there any other 

linkages between the Dex directory publishing business and QC's local exchange 

business? 

Yes. Accurate, up-to-date informalion concerning the incumbent local exchange company's 

customers (particularly their names add telephme numbers) lies at the core of the directory 

business. Yet, the development and maintenance of th@ jnfarmation is an integral part of QC's 

local exchange business. Furthennore, many other aspects of the yellow page b d e s s  a& 

closely related to, or a direct bction of, the local exchange business. In€ormation obtained 

ftom customers through their application for local h c e  and changes in the use of this service, 

and even the local service billing mechanisms can be used to support the yellow page business. 

I .  

The incumbent a r i a ' s  &gem& of its switching system, including its assignment 

of new telephone numbers, is closely Wed to the telephone directory business. Thi goodwill 

and name recognition which are created or enhanced by the incumbent carrier's dominant 

position m the local exchange business also enhances the value and profitability of the directory 

business. Relatively few people m Arizona were aware of the mest brand name before it 

merged with US West. Now that they closely associate the Qwest m e  with their local 

exchange carrier, a directory with the west name on the cover is far more likely to be used, or 

considered to be the "official" directoj than one with any other name on the cover. Even a well 
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known brand names like AT&T, Time Warner or Conde Naste is unlikely to have as much 

impact on advertiser and user prefmces as the w e s t  brand name (or the US West brand 

name, or whatever name happens to be used by the dominant local exchange carrier in that 

particular area.) 

Even if an m a t e d  company actually publishes the directory (e.g. Dau) customers are 

indirectly feassUred that this directoiy is closeIy associated with the regulated public utility they 

depend upon for their basic local exchange senrice. Directories published by or on behalf of the 

local exchange company almost always prominently display a brand name, color scheme, logo, 

and other visual cues to strongly suggest this psaticular directory is the one that is officially 

sanctioned by the d e r  that provides the readers wi@ their local telephone service-the same 

carrier that &t& and controls moa of the phone numbers listed in the directory. In contrast, 

any alternative directories must necessarily Mer an identiy problem, smce they are not official 

publications of the local phone company, and thus inherently appear to be supedlwus and 

unnecessary-and perhaps not as accurate or reliable. 

A powerfd combination of consumer I&jf brand identification, and close linkages to 

the entity that controls most of the phone numbers gives the local exchange companys 

directories an "official" or "genuine" status m the minds of most consumers. This p o w 4  

competitive advantage is Wer niTlforced by the historic circumStan ces of the directory 

publishing business-custom& are accustomed to using the "official" directory published or 

licensed by the incumbent local telephone company. 
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Q. You have indicated that income from the directory publishing business has historically 

been used to help keep local exchange rates low. Can you briefly explain the rationale 

for this arrangement? 

Yes. In mostju&&tkms, directory publishing has long been viewed as an extremely profitable 

byproduct or extension of local telephone service. Hence, most (if not all) of the income 

generated h m  publishing direct&es has lmg been used as an ofEset to the cost of providing 

local telephone service. In Arizona, as in virh.lally every other state, publishing-related mcome is 

& to keep local exchge  rates low and to help maintain universal sewice. 

As I mentioned earlier, this Iong standing arrangement is the main reason state 

regulators, consumer advocates and other parties o b j w  to placing the directory publishing 

business with AT&T at the &e of divestim, &d it is one of &e & %%sons why Judge 

Greene decided that this business should instead be placed with US West (now Qwest) and the 

other RBOCs. 

I . -  . . . . . I  .* ., . . . - . -. ". . .Le* . , . .: - . _ a i -  .-A ..& ' 

Of course, given the magnitude of the mcome stxeams involved, it is hardly Surprising 

that almost immediately after divestiture many of the RBOCs attempted to change this 

mmgement, in hopes of increasing local mtes and keeping more of the profits for their 

stockholders. For instance, US West placed its directory operations in a separate subsidiary, 

and it attempted to keep most of the directory income out of the regulatory process. In a I986 

order the Commission comniented on these efforts: 

Mountain States would never have had any "Yellow Pages" assets to 
transfer if it and AT&" had @eir way. It was through the efforts of the 
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Commission, among other commissions, that the BOC's rather than 
AT&T retained these assets. Our efforts were certainly not expended 
to "feather the nest" of USW. It was clearly our intent and that of the 
M F J  that this line of business was to remain with the BOC so as to 
produce a profit contribution to [benefit] local ratepayers. [Arizona 
Corporation Commission, Opinion and Order, Order 54843, Docket 
NO. E-1051-84-100, January 10,1986.1 

The Buyer is willing to pay-qwest an-enormous amount for its d&ctory business, 

because it generates such a large income stream-a continuing flow of profits that exceed normal 

coxiqxtitive levels by a wide margin, The very existence of this income stream, as well as its 

magnitude, is largely attributable to the fact that Dex's publicatiom are the ''standard" directory 

in each of its local exchanges. It is ;nportant to remember - that most of the income Qwest is 

reasonable, affordable levels. Furthermore, this directory business would not even be owned 

by Qwest, but for the efforts of state regulators in support of this longstmhg policy. Thus, it is 

quite appraPriate that the benefits of this long standing policy should continwas a matter of 

logic and kcpity. 

Dex Sale Concerns 

Q. 

k 

Do you have any concernswith respect to the proposed transaction? 

Yes. There are several proble'm with the Company's proposal. First, it has not presented a 

comprehensive and convincing case that the sale is in the public interest. Second, there is a 

significant risk that local-exchange rat& will even!xally increase as a result of the sale. Hence, 

34 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

Direct Testimony of Ben Johnson. Ph.D. 
On Behalf of the Residential Utility Consumer Office. Docket No. T-01051B-02-0666 

while the transaction may advance the interests and benefit QCI 's  stockholders, it would be 

contrary to the interests of QC's customers in the absence of adequate safeguards. 

Q. Qwest claims the sale is in the public interest. Can you briefly summarize its 

reasoning? 

As I explained eariier, the Compariy claims the proposed safe would be & the public interest 

because it will enable it to avoid bankruptcy. The Company provided evidence during the 

discovery phase of this proceeding which arguably supports this claim In response to Staff DR 

No. 1 15, QC provided an estimate of future consolidated cash flows under three Werent 

scenarios: both phases of the Dex sale are completed, - only the first phase is completed, and, 

A. 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

quarter 2004, its consolidated cash balances will be ***Begin Highly Confidential 

million, End Highly Confidential*** and by the end of the 3d quarter 2004, these cash 

balances will have declined to ***Begin Highly Confidential End 

Highly Confidential*** If only the first phase of the sale is completed, QCI projects that by 

the end of the 3d quarter 2004, its consolidated cash balances will be ***Begin Highly 

Confidential 

completed, the Company projects its cash balances won't deche into the negative range until 

sometime in ***Begin Highly Confidential 

End Highly Confidential*** If both phases are 

End HighIy Confidential*** 

Q. Is QCI suffering from serious fmancial problems? 

A. Yes. However, the probkms run mukh deeper than short term cash flow and liquidity concerns 
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which are the focus of @est3 projections. 

The root problem is that QCI is just one of several carriers that built enomow fiber 

optic networks during the tech stock “bubble.” Too many networks were built, and these 

facilities are CMently canying traffic vohxnes that are a small fixtion of their current capacity, 

and an even smaller fraction of their potential capacity (e.g. if dark portions of the network 

were lit and if the lit portions were upgraded to carry larger amounts of bandwidth). As a result 

of overbuilding, these networks aren’t currently generating suilicient menue to cover their 

opkting costs and recover the initial investment, much less generate adecfuate profits. 

Two of the largest carriers trapped in much the same situation-Global Crosmg and 

Worldcom-have already entered bankruptcy. The fact - that these large cafTiers have entered 

bankruptcy“ not bnly prohdes a-iivkk demonsnriuon tii ’&ki sev€%hj%C Q C s  publenu,-ht . - 1 . -2‘ 

these bankruptcies create an economic climate that makes QCI’s own situation more difficult. 

The bankruptcy process will allow Global Crossing and Worldcorn to reduce their debt and 

negotiate more hvorable contracts. In  tun^, these competitors may emerge ikom bankruptcy 

with an enhanced ability to cut prices, survive the worldwide glut of %er capacity, and gain 

market share at the expense of other carriers (like QCI).‘ 

QCI’s underutilized fiber network is not the only problem it faces. For one thing, it is 

also heavily leveraged. According to its March 3 1,2002 filing with the SEC, QCI had $2 1.4 

billion of long tem &bt, S9:9 billion of CUITent liabilities, and $2.9 billion of post-retirement and 

post-employment benefit obligations on a consolidated basis. In contrast, it reported 

consolidated ament assets of just $6.6 billiowbstmtially less than its current liabilities. The 

book value of QC’s property, plant 6nd equipment was just $19.3 billion, which is substantially 
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less than the total of its outstanding iiabilities. The analogous book value for QCI’s property, 

plant and equipment was reported to be $302 billion. This suggests the fiber network and other 

network facilities have a net book value of perhaps $1 1.1 billion or so. However, in the current 

economic c h t e ,  the fiber assets can only be sold under “fire sale” conditions. If the amounts 

offered for the assets of Global Crossing and other large fiber carriers are any indication, QCI 

might be fortunate to obtain as muck as $1 billion h m  a distress sale of its network Thus, it is 

fair to say that QCI is not in strong financial condition, and its concerns about a potential 

~ptcyf i l ingareva l i cL  

Further aggravathg these problems, existkg and potential creditors and mvestors are 

reluctant to provide an infusion of additional capital, because there are serious questions about 

* ‘&e ik~biury bf y.Ci’V repor& &antid && d a s  a fedt-it is a d t  10 evaimte tiie aepih ‘ 

- 

and severity of the problems it faces. The 2001 financial statements were audited by Arthur 

Anderson, a fum that subsequently coUapsed in the wake of the E m n  accounting scandal. The 

new auditors, KPMG haven’t completed their initial audit, and thm are indications they have 

encountered significant problems which are delaying the ability to provide accurate financial 

information. The potential severity of these problenis is unknown, but four former @est 

executives were recently charged with accounting hud by federal prosecutors. Moreover, 

QcI has not released any quarterly fhancial data since its March 3 1,2001 filing with the SEC, 

and its chief executive officer (CZO) and chief operating 06cer have been unable or Unwiuing 

to certify the accufacy of these (or any other) financial statements pursuant to Section 302 of 

the Sarbanes-Oxley Act. 

A recent article about Richard Notebaert (QC17s new CEO) published by USA Today 
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provides a sense of the uncemhty which cunmtly exists: 

"He's doing the best job he can, but he inherited a mess," says analyst 
Patrick Comack of Gupnan & Co. "If he can turn it around, he'll look 
&e a hero."... 

To reverse course, w e s t  must retain more local phone customers and 
capture long-distance business users, says analyst Drake Johnstone of 
Davenport & Co. 

But he says the specter of more indictments could undermine weds 
sales staffand damage its brand image. 

"It remains to be seen how deep the rot is," Johnstone says. "What's 
scary is that no one at Qwest, including Notebaert, la~ows." 

r., .. . . ~ - . Given . , . _. these c-ces, it .is fair .̂ . to.=,: that_?i!! ?n?$i%?$!!$LY,%~YE&.e .....- .., *..(...,I.... "., .__ ,* *-". 

likelihood of a banknrptcy filing, nor is it possible to determine whether the infusion of cash that 

would be provided by the Dex transaction will be sufficient to p e n t  a bankntptcy w. In the 

short run, the infusion of cash provided by the Dex transaction would be helpful. However, the 

CommisSion's approval of the sale wouldn't necessarib ensure that the &amaction will be 

completed. For instance, various contract provisions could enable either the Buyer or the seller 

to walk away ffom the deal undm some circumstances. The Commission's decision in this 

proceeding will not determine whether the transaction goes forward For instance, the 

Company is awaiting approval in s e v d  other states m addition to Arizona, and there is no 

assurance that approval will be granted in every state. Furthermore, even if every state grants 

approval and the deal is consumr~ted, it may simply have the effect of delaying a future 

liquidity Crisis. While an infusion of seyeral billion more dollars wiIl certainly be helpll in the 
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short term, it won't necessarily be sufficient to overcome QCI's problems. 

Q. Are QCI's financial problems a complete surprise, or could they be anticipated when 

QCI acquired US West? 

A. Some aspects of QCI's financial problems were not widely anticipated-particularly the 

magnitude of the stock market bubble and the subsequent collapse of technology stock prices, 

as well as the possibili~ of accounting hud. However, the core problems that QSI 

encountered could be anticipated even at that time. For example, m my testimony in Docket 

T-01051B-99-0497, I pointed out some ofthe risks: 

. , v r r  . -  u -L++~;u4 L - t & - s u c w I i  iu.exa.uhg its irclsircrs p l ~ o r i f -  
competition m the long haul market continues to mtensiQ, there is no 
assurance that west will ever be able to genexate substantial profits. 
It has built a modem, nationwide fiber network, but it is not Unique in 
this regard Unless Qwest is s u c c d  m filling this network with 
profitable trafEic, it will never generate profits which are commensllrate 
with the scale of its mvesttnent In the meantime, the combined enti@ 
will h k e  to rely upon USWCl to genexate nearly all of its profits, and 

as a "cash cow." The profits generated by its dominant market position 
have been distriiuted to the parent, and subsequently reinvested in 
whatever ventures top management has felt hold the greatest long term 
potential. There is every reason to believe that this policy will continue 
after the merger. The difference is that the emphasis may shift even 
farther away form the 14 state region, because of Qwest's focus on 
nationwide markets. It is reasonable to assume that the cash and 
profits generated by USWCI will tend to flow where management 
believes they will be most beneficial to the merged entity's stockholdem. 
Stated differently, USWCI's role as a subservient cash cow Will 
probably be mtensified, .as the merged companies shift their 

the majority of its discretionary cash flow. US West has used USWCI --"< : - 

39 



I 
2 
3 

4 

5 

6 

7 

8 
9 

10 
11 
12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

. . ._ 

-~ 

Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of the Residential Utility Consumer Office, Docket No. T-0105 lB-02-0666 

concentratim even more heavily towards growth opportunities outside 
the 14 state region. [Ben Johnson, Direct Testimony, p. 181 

In approving the merger, the Commission was fully aware that this transaction was pmnady for 

the benefit of stockholders-not &OM customers. As I explained in my testimony in that 

peeding: 

The primary beneficiaries of the proposed merger will be the companies 
and their stockholders. Consumers outside of US West‘s region may 
also benefit, if the combmed companies become more aggressive m 
trying to gain market share m other parts of the country. 

I also pointed out that there was a risk that w e s t  would divert revenues and resources away 

361 

‘Q. Assuming the Commission rejected the Company’s request in this proceeding, could 

the sale occur without the Arizona portion of the 3 e x  operations? 

I have seen notlning which would prevent this. The Purchase Agrewnent provides that the Buyer A. 

and seller’s obligations to close the transaction are contingent upon Qwest receiving all 

necessary approvals. [See, e.g., v.11 However, it also explicitly provides that the parties can 

waive this contingency. ~ci.1 The first half of the transaction, including the directory publishing 

operations in seven states, has already been closed, and approval has already been (or is likely 

to be) granted in some of the remaining states. Thus, there is no reason to assume that approval 

40 
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in Arizona is a “make or break” factor that will determine whether or not any remaining fimds 

will be received 

Qwest and the Buyer have already invested a substantial amount of time, money and 

effort towards completing this sale. One can reasonably assume that the Buyer would like to 

obtain control over as much of Qwcst’s directory publishing operations as possible, and QCI 

certainly needs more cash. Accordingly, it is reasonable to assume that the remainder of the 

sale would be consumma& even if it were necessary to exclude the Arizona directories. If the 

sal& price were reduced on a pro rata basis to account for the exclusion of Dex’s Arizona 

directories, the odds of QCI entexing bankruptcy would not be significantly changed. 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

operating entity? 

Yes. The current liquidity problems would be deviated by the Dex sale. However, this 

temporary bfkion of cash may not be suf€icient to overcome QCI’s problems. Moreover, the 

proposed transaction could tend to weaken QcI ’s  fkancial position over the longer term. The 

directory publishing OperatiOnS are the source of a very substantial and growing cash flows, 

stvenues, and profits-all of which will be lost once the sale is completed. 

A. 

Like all mcumbent LEC5, the Company generates enonnous h c i a l  benefib from 

directory pubtishing. mest Dex directories generate hundreds of millions of dollars of revenue 

and income each year. Yet, very little capital is myred (other than the investment in the local 

exchange networks which make it possible to generate this income). Once this steady, growing 

stream of revenues, cash, and pfits is lost, the Company’s financial position will be 
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substantially weakened. The proposed transaction will have a substantial adverse impact on all 

of the major long term indicators of financial health, including &gs per share, gross profit 

margins, and interest coverage. The short term effect may be to avert a liquidity crisis, but the 

transaction could reduce the Company’s fundamental financial health over the long texm. 

Q. Can you now discuss your second concern, that local exchange rates may increase as a 

result of this transaction? 

A. Yes. There will not be any immeciiatx adverse impact, since QC is currently operating undm a 

price cap plan. The historic relationship between directory revenues and local rates is reflected 

under the current price cap plan. As the Company explained, “[tlhe ment Price Cap Plan 

’ 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Dr 125, referring to the 1988 Mountain Bell Settlement Agreement] However, the Company 

has not provided any fum assurance that upon expiration of the current price cap plan, rates will 

remain unaffected by the proposed transacton. In fact, regardless of whether rates continue to 

be regulated through price caps, or through a more traditional form of regulation, rates could 

increase as a result of the proposed transaction. 

First, the Commission will hl it more diflidt to develop and implement the 

appropriate imputation amount once the directory publishing operations are no longer located 

within the Qwest corporate family. It will be more difficult to obtain evidence concerning 

directory revenues and the value of the services provided by QC to the directory publishing 

operations, once these operations have been legally transfened outside of the same corporate 

w- 
42 
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1 Second, the value of the services provided by QC (and thus arguably the appropriate 

2 

3 

imputation adjustment) could be reduced by this transaction. The contractual arrangement 

between the Buyer and QC is relatively unique, making it more &cult to estimate the value of 

4 the services being pro~ded by the local exchange operations; furthermore, there are aspects of 

5 

6 

7 

this unique arrangement that will have a tendency to reduce that value. 

I am not suggesting it is unusual fbr aLEC to make contractual anangements with an 

independent firm to publish its directories. To the contrary, it is quite common far smaller local 

8 

9 

exchange caniers to enter mto joint ventures or other con- arrangements with directory 

publishing firms. What is unique about the proposed Dex transadon is the duration and 

12 advertisements, and it designs, prints and distributes the actual directories. The local exchange 

13 

14 

carrier provides the telephone listings, licenses the use of its brand name and logo, and takes 

various steps to ensure that its local exchange customers accept these publications as the 

15 “official” directories with the best, most authoritative idomtion. As imqms&~ ’on for these 

16 services, the carrier typically receives a share of the gross revenues. While the mount can vary 

17 

18 Carrier. 

19 

20 

21 

22 

widely, 50% or more of the gross revenues may be “retained‘’ by or paid to the local exchange 

The proposed Dex transaction is also unique in tha6 to the extent the Company is being 

compensated for these services, it is receiving this compensation as part of the cash received at 

the closing, mther than receiving a percentage to the directory revenues that are actually 

collected in fhue years. .Again’the ccmtract is also unique because of its extremely long 
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duration. The Buyer will receive (and will need) the active cwperation and assistance of the 

Company’s local exchange operations in order to maintain their dominant status. In an effort to 

protect this status, the proposed contractual arrangements require the Company to enter into a 

non-compete clause for 40 years, to designate the Buyer’s directories as QC’s “official“ 

directories, and to allow the Buyer to prominently display on the directories whatever brand 

name and logo is used by QC’s local exchange operations, and to provide listing informaton 

and other forms of co-operation and assistance for 50 years. Under the proposkstructure, 

relatively little compeaSatian is provided on an annual basis-vhally all of the compensatiOn is 

provided in advance, as part of the one-time cash payment received at the closing. While this 

structure helps with QCI’s immediate liquidity needs, it makes it harder to value the services - 
..t. L; * ._ z c  ;jcbg WltdCd tijl QC% ~ & ~ ~ ~ f ~ ~  ~ ~ u ~ o ~ ~ , . - & ~ ~ y  iii&& ?* &&i t,j . . .  I .  ,,....., ._- 

qmt@ the appropriate imputation level to use in fiture regulatory proceedings. 

Furthermore, this unique structure may reduce the value of the services contributed by 

QC to this joint venture. Under normal circumstances, most of the compensation would be paid 

annually (rather than in advance), and the level of compensation would be directly tied to the 

revenues generated by the directories Also, the contract would normally expire or-be subject 

to cancellation after relatively few years. That more typical arrangement provides stronger 

incentives for the parties to closely cooperate m maxjmjdng the income generated by the joint 

venture. Because of its long duration and poor incentive structure, there is reason to be 

concerned that the value of the services provided by QC to the Buyer (and thus, arguably the 

magnitude of an appropriate imputation adjustment) will be impaired over time. 
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Q. 

A. 

. ._. . . L? ,... ,,. . _. 

14 
15 
16 
17 

18 . 
19 
20 
21 - 
22 

23 Q. 

24 A. 

25 

26 

27 

Doesn’t the 1988 Settlement Agreement determine the level of directory revenue 

imputation? 

The 1988 Settlement Agreement provides some parameters that may control hture imputation 

adjustments, but it does not specify the precise dollar amount which will apply under any given 

set of circumstances (e.g. if the proposed transactions are consummated). The Company 

provides these explanations: 

* ‘%e sale of the directory pubkbing operations to an unaf5liated third 
party does not affect the continued applicability of that Settlemen t... 
The incorporation of imputation m future price cap plans or rate cases is 
govemed by the tenns of the Settlement Agreement” [pesponse to 
Staff DR 7 1) 

‘Nothing about the sale of the directory publishing operation to a third 
party in and of itself should effect the 1988 Settlement Agreement.” 
[Response to Staff DR 1251 

* -  . . -... I-- .-*---.I ,- . . a -. a . . ̂”,.*. .,-.a .-. .-, -.-..-.. ...*.A ,.. *a*- ,””,--..--. . - *.*- .._- 

The Settlement Agreement applies, consistent with its terms, on a going 
forward basis whereby the value of fees and services received by 
Qwest from the new directory publisher would be the bputation 
amount. pd.] 

What fees and services will Qwest receive from the Buyer? 

As I have indicated, the fees @est will receive from the Buyer are largely contained within the 

up front $7.05 billion cash payment. It is not self evident what potion of this amount represents 

compensation for the services provided by QC to the Buyer and what portion represents 

compensation for tangible assets being sold to the Buyer. Thus, if QC believes the imputation 

45 



. -.__ 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

Direct Testimony of Ben Johnson, Ph.D. 
On Behalf of the Residential Utility Consumer Office, Docket No. T-0105 lB-02-0666 

amount to be used in future regulatory proceedmgs should be determined by the actual amomt 

of the “fees and d c e s  received by Qwest h m  the new directory publisher” it is by no means 

obvious what imputation adjustment, if any, QC would propose (or accept as reasonable). 

Conceivably, QC would contend that no separately identifiable “fees and services” have been 

or will be “received by Qwest from the new directory publish&’ and thus it might argue that no 

imputation adjustment is calculable or appropriate (or that the value of the appropriate 

adjustment is zero). 

Conclusions and Recommendations 

concerns? 

My biggest concem is that the proposed sale won’t solve QCI’s underlying problems, yet it will A 

tend to weaken QC’s financial position over the long term, leading to upward pressure on rates. 

Unquestionably, QCI is m serious fiuancid trouble. By sew its directory publishing - 
operations, and requiring its local exchange subsidiary to provide services to the Bqer for 50 

years, QCI will quickly raise a substantial amount of cash. However, this transaction doesn’t 

solve the underlymg problems that QCI is coxdionting.. 

In an effort to alleviate the current lisuidity crisis, the Company is relinquishing a 

substantial and stable flow of cash, revenues, and profits. The long term effect will be to place 
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downward pressure on QC’s .financial position, to the detriment of its customers. 

Q. What options does the Commission have in this proceeding? 

A The Commission has three basic options. Firsf it can unconditionally approve the transaction, 

as requested. Second, it can refuse to approve the transaction. Third, it can pusue a middle 

course, by approving the tmsactioi provided appropriate safeguards and conditions are put 

into place. 

. 

Q. What do you recommend? 

A. I recommend the third option The Commission should - approve the transaction provided QC 

@s’ to imposttion of adequate safeguards and con&tians. 

To protect the public interest, the Commission should require adequate assurance that 

local exchange rates will not be adversely affected by the proposed sale, or by the legal or 

financial consequences of the sale. At a bare minimum, QC should be precluded from 

contending m futur?: regulatory proceedmgs that imputation shoyld,i-discogt@ued, or eat the 

imputation amount should be reduced, as a result of the Rodney transaction. To proxde 

customers with additional protection, and to ensure that all parties are treated fairly, it would be 

preferable for the Commission to eshblish an appropriate imputation amount (or formula) that 

ces that will apply in future regulatoIyp-oceedings, notwithstanding any changes in circumstan 

will result Itom completion of the proposed sale. 
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Q. Hasn’t Qwest admitted that the 1988 Sefflement requires imputation, and this will 

continue after the sale? 

A. Perhaps, but the 1988 Settlement doesn’t specifically contemplate the circumstances that will 

exist if the pruposed transaction is completed. Once the Dex sale is Completed, nothing will 

prohibit Qwest hrn arguing that imputation is no longer appmpxiate, or that the “value of fees 

. and Services” has declined due to cbnging ck.cumstances. For instance, QC might argue that 

imputation is no longer appmpkte because the publishing assets have been transfad outside 

its cbrporate family. Or, it might argue that the ‘‘value of fees and services” for imputation 

purposes should be limited to the (minimal) amount being paid by the Buyer to QC each year. 

The Settlement Agreement refmced an hpgtation amount of $43 million per year, as 
. - -.* ... .-. .~ 

developed in the 1984 rate case: However, the Commission h& hled that this does not 
‘ 

represent a fixed imputation amount, regardless of changing circumstan ces. This ruling was 

afhned in 1996 by the Court of Appeals of Arizona. 

US We.$ argues that the quoted language sets a $43 million cap on 
imputed income because only downward adjustments are mentioned 
We reject this interpretation. ... The apparent purpose of the disputed 
provision is to preclude US West and USWD h m  assigning an 
artificial value to fees and services and thereby preempting the 
Commission’s independent assessment ‘The agreement authorizes the 
CommisSion staff to “present evidace m support of or in contradiction 
to” whatever value US West and USWD might assign to fees and 
seMces, and it entitles the Commission to adjust the presumptive 3 3  
million imputation either upward or downward as the evidence of fees 
and services supports. rrJS West Communication, Inc. v. ACC, 185 
Ariz 277,281 (App. 199611 
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While the Settlement Agreement leaves the door open for the Commission to determine the 

appropriate imputation amount as circurnStances change, it also leaves the door open for the 

Company to argue that the imputation adjustment should be reduced, and rates increased, once 

the proposed transaction has been consummated. 

A substantial portion of the cash received fiom the proposed transaCtion directly relates 

to services that have been and will-be provided by QC’s local exchangeoperatioqs. However, 

given the structure of the proposed tiansaction, it isn’t self evident what portion of the multi- 

billfon d o k  up front cash payment repmez~ts ‘‘fees and services” specifically athibutable to 

QC’s local exchange operations m Arizona. If the transacton is approved without adequate 

safeguards, QC could conceivably argue that imputation is no longer appropriate, or that the 
.. - .+ . . . ... . 

‘%he of ks &d.&ces” has dwindled to a mjnjmal level, as evidenced by the minimal annual 

payments being made by the Buyer (subsequent to the initial payment). 

Q. You have indicated that it would be preferable for the Commission to establish an 

appropriate imputation amount (or formulpl that will apply in future regulatory 

proceedings. Why would this be appropriate? 

Qwest owns the assets involved in the proposed transaction because of the direct intervention 

of this Commission and other state regulators. Furthermore, the high level of income generated 

by Qwest’s directories is logically traceable to its local exchange operations. Accordingly, this 

income has long been treated as an offset to the cost of providing local exchange service, 

thereby helping to maintain low local exchange rates and helping advance the poiicy goal of 

mhmal  service. This aningement wduld be placed in jeopardy if @est is allowed to sell its 

A. 
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existing directory publishing business and sign a 40 year non-compete clause, as proposed The 

lucrative income stream that has long been used to keep local exchange rates low would no 

longer be available to provide that support, but would instead be bolrcermg the profit margin of 

an unregulated, nm-afEliated third party. 

Ifthe Commission is inched to approve the proposed trcmsaCtion, it should insist upon 

appropriate saf- to minimize*& risk that customers will be adversely affected ~n 

pdcular, it should explicitly establish an appropriate dollar amount (or formula) for imputation 

in &e future. The amount of imputation should be based upon the value of fees and services 

withoutconsidesing~diminishmen t in that value which results fbm the unique stmcture and 

characteristics of the proposed transaction. Stated another way, since the proposed transaction 

has been structured to maximize immediate cash flois for the benefit of QCI's stockholdas; 
. - - -  ._"I.- - -..,- .-.. --- .^. ,. . - _I.. . - .-.-.-. - .  d 2  

for rate paposes it is approPriate to continue to consider the level of directory imputation that 

west would receive h m  its "official" directories, assuming it maximized its mual income 

h m  directories for the benefit of its local exchange operations. This imputation amount would 

be taken into consideration in any fhture price cap or rate based regulatory proceedings, as an 

offset to the cost of providing local exchange service. 

Q. Can you illustrate this recommendation, to show how the Commission could establish 

an appropriate formula or imputation amount? 

Yes. A logical starting point would be the $43 million imputation amount which was developed 

m the 1984 rate case. Assuming this represented a reasonable bputation value in 1984, one 

can reasonably conclude &at the reasonable imputation amount currently would be substantially 

A. 
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higher, due to the effects of growth and inflation. In other wards, the $43 million figure should 

be adjusted upward to reflect growth in the number of listings included in the directories, 

.growth m the number of copies distriiukd, and growth m the quantity of advertking included in 

the directories. The value of fees and services has logically mcreased, due to the effects of 

inflati-th m the economy generally and in the price of directory advertishg specifically. 

One can reasonably expect that if& were negotiating at ann's length with a third party, all of 

these fiictors would be considered, and the value of the fees and services it would receive 

would exceed $43 million due to the e&m of growth and inflation. 

The following table shows me simple way to calculate the effects of growth and 

inflation. I start with the $43 million imputation amomt and divide by the number of switched 

!3 43,000,000 

1.382.230 

L I  

12 

1984 Imputation per Line 

2001 Lines 

2001 Imputation 

13 

S 31.1 I 

2,892,059 

$89,971,955 

14 

15 . -  

16 

17 

18 

19 

20 

21 

22 

tine per month. I then multiplied this amount by the number of switched access hes served by 

QC in Arizona as December 2001. This indicates that the $43 million imputation figure is 

currently equivalent to $89,971,955, after taking mto account growth in QC's Arizona service 

. . .. territory, but without taking inflation into account I-- 

Table 1 
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Q. 

A 

Should inflation also be taken into account? 

Yes. It is reasonable to assune that the "value of fees and services" has not only increased due 

to p w t h  in QC's service tenitory (as indicated by p w t h  in the number of switched access 

lines), but also due to the effects of inoation. One way of adjusting for inflation would be to 

analyze changes in directory advertising rates since 1984 (e.g. per listing and per column inch). 

However, this data isn't reacIfly avahble. Accordingly, I have used a skmpler 

approackdjjusting for inflation based upon changes in the GDP Deflator. This is the same 

m& of infIatian which is used in the Company's price cap plan in Arizona. 

$31.11 

53.1 6% 

$47.65 

2,892,059 

$ 137,806,6 1 1 
A . -.,A. 

Table2 - 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

- -.-- 

Q. Will the safeguards you have just recommended be sufficient to ensure that local 

exchange rates will not be adversely affected by the proposed sale? 

A. Not necessarily. W l e  these s d e p d s  would be helpful and are worthwhile, they may not be 

suf€icient to l l ly  eliminate the risks to customers. Imputation is mtended to protect the hterests 

of customers; this intended result has easily been achieved where the actual income involved in 

the imputation process continues to flob to another affiliate (e.g. @est Dex) within the same 
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corporate family. Under these circumstan ces, the per-books income of the local exchange 

carrier is understated and the per-books income of a sister company is overstated, but the 

parent corporations’s consolidated linancid statements are largely unaffected. Thus, customers 

could be protected while allowing publishing income to be shifted to an affiliate, provided an 

appropriate share of that income continued to be imputed to the local exchange opexations. 

However, if the proposed sale is approved and consummated, the ComrriisSion will be 

embarking into uncharted waters. While imptation will still be appmpdate, the imputed income 

will no longer represent a share of revenues that are being received each year by QCI or any of 

its subsidiaries. Instead, ixnpulation wiU reflect the hypo?beticai level of income that would have 

been available to the local exchange operations if it published its own “official” directories, and 

had not entered into the proposed transaction. 
.. .”...-. C L  . e . . * .  . ,  , .$..” ,.;......* ._... _ .  . . . . .. ~.~.;,.. ..” - ... .. - .....-. ., .e- . - . . .. , .’ ... . .. . .: . .-4-.. -. . 

To the extent QCI is being compensated for the services to be provided by its local 

exchange operations over the next 50 years, this compensation will have largely (or entirely) 

been received as part of the one-time up h n t  payment received at the time the transaction is 

closed. Once the Dex assets are sold, the Commission will no lccgget be imputing to QC 

revenues that are currently being booked by another member of the m e s t  corporate family. 

Instead, the Commission will be imputing compensation for services that have been and will 

continue to be provided by QC. 

Imputation will still bk appropriate, of course, since QC could be obtaining this flow of 

income but for QcI’s decision to enter into the proposed transaction in return for a $7.05 

billion cash infusion. It is appropriate to impute a higher level of income fiom the Byer, since 

the consideration bemg &d h t l y  to QC is not commensurate with the extremely valuable 

53 
.. 



Direct Testimony of Ben Johnson, Ph.D. 
On Behalfof the Residential Utility Consumer Office, Docket No. T-0105 1B-02-0666 

1 services and other benefits that the local exchange operations are contributing to the 

2 transacton. Among other things, the QC is providing a promise not to compete with the Buyer, 

3 the use of the brand name and logo used with its tariffed local exchange senrices, and 

4 designation of the Buyer's directories as QC's "official" local telephone directories in Arizona. 

5 

6 Q. 

7 A. Yes,it does. 

Does this complete your direct testirnony,-wbich was prefiled on March 19,2003? 
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Appendix A 

QuaMcations 

Present Occupation 

Q. 
k 

What is your present occupation? 

I am a consulting economist and preSi,,nt of Ben ,,,lson Associates, hc.@, a firm G 
economic and analytic casuhants specialidng m the area of public utility regulation. 

Educational Background 

Q. What is your educational background? - 

A 1 w a d  Withhii~is  hi^ tk-U&~& d%& I;lulic;io w i i  ~ C i d d u  UCAU 

degree in Economics in March 1974. I earned a Master of Science degree in 

Economics at Florida State University in September 1977. The title of my Master's 

Thesis is a "A Critique of Economic Theory as Applied to the Regulated F h "  Finally, 

I graduated from Florida State University in Apni 1982 with the Ph.D. degree in 

Economics. The title of my doctoral dissertation is "Executive Compensation, Size, 

&fit, and Cost in the Elemic Utility Industry." 

Clients 

Q. 
A 

What types of cue& employ your firm? 

Much of ow work is performed on behalf of public agencies at every level of 

govemment involved in utility regulat~on. These agencies include state regulato~~ 

commissionS, public coukiels, attomeys general, and local govexnments, among others. 

. . . . . .  
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1 

2 

3 

4 &gula ta rvComsao~.  

We are also employed by various private organizations and firms, both regulated and 

unregulated. The diversity of our clientele is iuustrated below. 

. .  

5 

6 
7 
8 
9 

10 
11 
12 
13 
14 
i 5- 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 

Alabama Public S&ce Commission-Public Staff for Utility C o n s m a  Protection 

Alaska Public Utilities Commission 

Arizona Corporation Commission 

Arkansas Public Service Commission 

Connecticut Department of Public Utility Control 

District of Columbia Public Senice Commission 

Idaho Public Utilities Commission 

Idaho State Tax Cornmission 

Iowa Department OF Revenue and Finance 

Kansas State Corporation Commission 

Maine Public Utilities Commission 

Minnesota Department of Public Smice 

Missouri Public Service Commission 

National Association of State Utility Consumer Advocates 

Nevada Public Service Commission 

New Hampshire Public Utilities Commission 

North Carolina Utilities Commission-Public Staff 

Oklahoma Corporation Commission 

Ontario Ministry of Culture and Communications 

Staff of the Delaware Public Service Commission 

Staff of the Georgia Public Senrice Commission 

Texas Public Utilities Commission 

Virginia State Corporation Commission 

Washington Utilities and Transportation Commission 

West Virginia Public Service Commissiok-Division of Consumer Advocate 

Wisconsin Public Service Cohnissior) 

- .  

. .  . . - . .  
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Wyoming Public Smice Commission 

Public C o w  ek 

Arizona Residential Utility Consumers Office 

Colorado Office of Consumer Counsel 

Colorado Office of Consumer Services 

Connecticut Consumer Counsel * 

District of Columbia Ofice of People's Counsel 

Florida Public Counsel 

' Georgia Consumers' Utility Counsel 

Hawaii Division of Consumer Advocacy 

Illinois Small Business Utility Advocate Office 

Indiana Office of the Utility Consumer Counselor 

Iowa .. Consumer Advocate 

Maryland Office of People's Counsel 

Minnesota Oftice of Consumer Services 

Missouri Public Counsel 

New Hampshire Consumer Counsel 

Ohio Consumer Counsel 

Pennsylvania Office of Consumer Advocate 

Utah Department of Business Repulation-Committee of Consumer Services 

- 
> . >  I _. . , . . . .  . , . '.. I .: * . .  . *. . 

Arkansas Attorney General 

Florida Attorney General-Antitrust Division 

Idaho Attorney General 

Kentucky Attorney General 

Michigan Attorney General 

Minnesota Attorney General I 
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Nevada Attorney General's Office of Advocate for Customers of Public Utilities 

South Carolina Attorney General 

Utah Attorney General 

Virginia Attorney General 

Washington Attorney General 

City of Austin, TX 

City of Corpus Christi, TX 
' City of Dallas. TX 

City of El Paso, TX 

City of Galveston, TX 
City of Norfolk, VA 

. *  . . - - .  .. , - ~ .. . 4 . C . C  . .. . City of Phynix, AZ 

City of Richond. VA 

City of San Antonio, TX 

City of Tucson, AZ 
County of Augusta, VA 

County of Henrico. VA 

County of York, VA - 
Town of Ashland, VA .- 

Town of Blacksburg, VA 

Town of Pecos City, TX 

Canada-Department of Communications 

Hillsborough County Property Appraiser 

Provincial Governments of Canada 

4 
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1 Sarasota County Property Appraiser 

2 
3 
4 Utah State Tax Commission 

State of Florida-Department of General Services 

United States Department of Justice-Antitrust Division 

5 

6 m t e d F m  

7 
8 
9 

10 
11 
12 
13 
14 

. .  15 "... ..... 
16 
17 
18 
19 
20 
21 
22 

- 23 
24 
25 
26 
27 
28 
29 
30 

31 

Alabama Power Company * 

America11 LDC, Inc. 

BC Rail 

CommuniGroup 

Florida Association of Concerned Telephone Companies Inc. 

LDDS ComrnunicJtionS,Inc. 

LouisianalMississippi Resellers Association 

Madisqn County Telephone Company 

Montana Power Company 

Mountain View Telephone Company 

Nevada Power Company 

Network I, Inc. 

North Carolina Long Distance Association 

Noitherir Lighu Public Utility 

Otter Tai l  Power Company 

Pan-Alberta Gas. Ltd. 

Resort Village Utility, Inc. 

South Carolina Long Distance Association 

Stanton Telephone 

Teleconnect Company 

Tennessee Resellers' Association 

Westel Telecommunidons 

Yelcot Telephone Company, Inc. 

,-.. .. . .. .( . , r ..., >,, *- ..*.s . .. I. . . . ~. .L. ... _.. ... . *_ .-Y.l 
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. .  er Private 0mnmt101~ 

MZOM Center for Law in the Public Intemt 

Black United Fund of New Jersey 

Casco Bank and Trust 

Coalition of Boise Water Customers 

Colorado Energy Advocacy Office 

East Maine Medical Center - 
Georgia Legal Services Program 

Hams Corporation 

H e l a  Mining Company 

Idaho Small Timber Companies 

Independent Energy Producers of Idaho 

Interstate Securities Corporation 

J.R. Simplot Company 
I.,. '.I ...... 2, . .. . ....,. .,.&... ... %. .~.._.._*./..,.+.**I_.uj . :.. . . .  .... . ..:.,. %*....t.'r... Y .  :> . ....,. . ., .*\,-.a ... _... . -y ._._-,. - ,  ,--- --,,- 

Merrill Trust Company 16 
17 
18 
19 
20 
21 
22 

23 
24 

25 

. 26 

27 

28 

29 

30 

MICRON Semiconductor. Inc. 

Native American Rights Fund 

PmBay Memorial Hospital 

Rosebud Enterprises, Inc. 

Skokomish Indian Tribe 

State Farin Insurance Company 

Twin Falls Canal Company 

World Center for Birds of Prey 

Prior Experience 

Q. 
A. 

Before becoming a consultant, what was your employment experience? 

From August 1975 to September 1977, I held the position of Senior Utility Analyst 

with Office of Public Counsel m Florida. From September 1974 until August 1975, I 
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held the position of Economic Analyst with the same ofice. Prior to that time, I was 

employed by the law firm of Holland and Knight as a corporate legal assistant. 

Q- 
A. 

Q. 

A. 
. i 1 

Q. 

A. 

In how many formal utility regulatory proceedings have you been involved? 

As a d t  of my experience with the Florida PubIic Counsel and my work as a 

consulting economist, I have been actively involved in approximately 400 d i f f i i t  

formal regulatory proceedings concerning electric, telephone, natural gas, railroad, and 

water and sewer utilities. 

Have you done any independent research and analysis in the field of regulatory 

economics? 

Yes, I have undertaken extensive research and - analysis of various aspects of utility 
i~,&iii&i. ~ f & ~ , * i ~ & i i ~  I C ~ G  w ~ i ~ ~ ~ ~ + i i d  fsi 4ie L & d  w of GIG. . ' --*. -1111.. 

Florida public Counsel. Others were prepared for use by the staffof the Florida 

Legislature and for submission to the Arizona Corporation Commission, the Florida 

Public Service Commission, the Canadian Department of Communications, and the 

Provincial Governments of Canada, among others. In addition, as I already mentioned, 

my Master's thesis concemed the themy of the regulated firm. - 

Have you testified previously as an expert witness in the area of public utility 

regulation? 

Yes. I have provided expert testimony on more than 250 occasions h proceedings 

before state courts, fe&l courts, and regulatory commissions throughout the United 

States and in Canada. I have presented or have pending expert testimony before 35 

state commissions, the Interstate Commerce Commission, the Federal Communications 
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Commission, the District of Columbia Public Service Commission, the Alberta, Canada 

Public Utilities Board, and the Ontario Ministry of Culture and Communication. 

Q. 
A 

What types of companies have you analyzed? 

My work has involved more than 425 difkent telephone companies, covering the 

entire spectrum from AT&T Communicatiions to Stanton Telephone, and more than 55 

Wmt electric utilities ranging in size fiwnTexas Utilities Company to Savannah 

Electric and Power Company. I have also analyzed more than 30 other regulated firms, 

including water, sewer, natural gas, and raik.oad companies. . 

Teaching and Publications 

. .  . . --.. . . - .. - _.-- 
Save  jdu%VWi&tiired on die subject of regwatoe Woi5iomCs?'' 

Yes, I have lectured to undergraduate classes in economics at Florida State University 

on various subjects related to public utility regulation and economic theory. I have also 

addressed conferences and seminars sponsored by such institutions as the National 

Association of Regulatory Utility Commissioners (NARUC), the Marquette University 

College of Business Adminishation, the Utah Divhion of Public Utilities and the 

Univ- of Utah, the Competitive Telecommunications Association (COMPTEL), the 

International Association of Assessing OfEcers (L4AO), the Michigan State University 

Institute of public Utilities, the National Association of State Utility Consurner 

Advocates (NASUCA), the Rural Electrification Administration (REA), North Carolina 

State University, and the National Society of Rate of Return Analysts. 

8 
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Q. 
A. 

Have you pubhhed any articles concerning public utiiity regulation? 

Yes, I have authored or co-authored the following articles and comments: 

“Atttition: A Problem for Public Utiliti~-€~mment” Public Utilities Fortnightly, 

March 2, 1978, pp. 32-33. 

‘“The Attrition Problem: Underlying Causes and Regulatory Solutions.” Public Utilities 

Fortnightly, March 2,1978, p p .  17-20. 

“The Dilemma in Mixing Competitian with Regdat~m” Public Utilities Fortnightly, 

February 15, 1979, pp. 15-19. 

1.3 -. . . . 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 
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“AT&T is Wrong.” The New York Times, February 13,1982, p. 19. 

‘‘Ilar@htion and Divestitrrre in a Changing Telecommuniations Indusiry,” with 

Sharon D. Thomas. Public Utilities Fortnightly, October 14, 1982, pp. 1-7-22. 

“Is the Debt-Equity Spread Always Positive?, Aiblic UtiIities Fortnight&, 

November 25,1982, pp. 7-8. 

‘Working Capital: An Evaluation of Alternative Approaches.” Electric Rate-Making, 

December 1982/January 1983, pp. 36-39. 
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‘The Staggers Rail Act of 1980: Deregulation Gone Awry,” with S h n  D. Thomas. 

West Virginia Law Review, Coal Issue 1983, pp. 725-738. 

“‘Bypassing the FCC: An A l t d v e  Approach to Access Charge.’’ Public Utilities 

Fortnightly, March 7,1985, pp. 18-23. 

“On the Results of the Telephone Nepork’s Demise-Commat,” with Sharon D. 

Thomas. Public Utilities Fortnightly, May 1, 1986, pp. 6-7. 

‘Vuniversal Local Access Service TarBk An Alternative Approach to Access 

Charges.” In Public Utility Regulation in an Environment of Change, edited by 

Patrick C. Mann and Hany M. Trebing, pp. 63-75. Proceedhgs of the Institute of 

Pubtic IWlities Sevmtwth ainqud Cmfmce Fast Lnmhg, MichiFn. Mchiprl 

State University Public Utilities Institute, 1987. 

With E. Ray Canterbay. Review of The Economics of Telecommunications: Theory 

and Policy by John T. Wenders. Southern Economic Journal 54.2 (October 1987). 

“The Margrnal Costs of Subscriber Loops,” A Paper Published in the Pmyedings of 

the Symposia on lviargrnal Cost Techniques for Telephone Services. The National 

Regulatory Research Institute, July 15-19, I990 and August 12-16,1990. 

With E. Ray Canterbery and Don Reading. “Cost Savings h m  Nuclear Regulatory 

Refom. An Econometric Model.” Southern Economic Journal, Jmuary 1996. 

10 
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1 Professwnai Memberships 

2 

3 Q. Do you belong to any professional societies? 

4 A. 

5 

Yes. I am a member of the American Economic Association. 

11 
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